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e have reviewed the conteations and analvais in vyour
Maxch 17, 1322, letter and nave set fortn selow our conclusions
oa the two pcints you raised,

1. In deterndning the date of change in gwnerzaip,

upon the auereising of an cntion o buy, <oes the date relate
back ta the initial date of tas cption itselrl?

Ceacrally, uvron the cxercising of an orcion o ruoreans?
realty, the rights cf taa nurciazer will relkre bBagk £o the doun
of the ontion and taks nricrity over most otasr viowis ¢
Lsuhsecueahi. to the catz of tae Ov,ion. uoeLurq Y. oL Iy
(1942Y 54 Czl.and,. 24 1, 4, 129 2.24 3627 STizv v,
“‘4 Cal.t"D')‘ 24 4‘:3 453, 20_5 F.Z.. 9«0; .uL-L- J—'L:-:. i _‘.li\r = Star r,
Currart L7 5f 2nli 'ﬁr:ia oaal Databe 32:31. Uasiiomodr, thoury,
COUTLa flave ILesused Lo asoiy relacioa back to cut oif tag righes
of bonz fide purciasers withcut notice of the cption who intoer-
connd sanween tha eraazion aud wae exercising ol bhe ootion.
Sriitdy 134 Cal.apd. 2d at 450, =X Inwostrant v, Jogter (1271)
Col Zawe 3 337, 56 Cal.iobr. C3J.  imoacd, L Sosusnt 0F relauvind
bacs a3 had little forca cutslaz the realm 9f gelnling covpetioy
claivs ctrcen the optiones and am iatervening purcaaser Lron
the oniionocr.

¥oreover, for tax purposes, the holding period of
acquired vroperty does not relata back oue Legins tiwe day [ollow
thn excrciss of ¢he ontion. olveri-g v, S&n Joutlin ruxt & Irr
Co. (1239) 237 US 426 rav, WIIne See23, TIASATE CLE, Solicain 177
soe ;L¢O Coeliforaia Doal Dstate Saloz Transachkions (1967) 5T7e4. 0@
ouTts N1GI ConSiScenci? ool toaab uatll tie o-olcn 15 exercisia
tha mncionaa does not actually ovn caa assed: th:i:rafore, thare is

. o
»

no ra v}t-—i)n LJGC.\. ullu\ Ve CC..;.‘J.SSLO“BI.‘ ‘1353} a."l F..v\l )20.

dar California law, no cases have challensad the
Eaderal concaq* end g 3tate Beard of Cqualisacion ruiiags nave
accooted tae denial of relatioa hack upen tae excerceisiang of an
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option with resgect to the holding period. 2pnpeal of Charles d.
and NWorma L. Andrews, SBE 6/21/71 and Aonpeal of olsuorwy, obn
12/712/67.

Therefore, under the facts in our case, since the basis
for denying rolction bacx centered on tihz determinasion that the
ontionce ddd not acquire the property until he exercised the option,
the date of cliiange in ownership shculd be the date of the exercising
of the option. .

2. May the concept of "economic corpulsion® permit
relation back in this case?

A recocnized departure to the denial of relation back
upcon the exercising of an option has develovad vhen, because of
the nature of the agreement, the purported “"icass® is, in reality,
a conditional sales contract under which the "opticace® is econom-
fically compelled to complete tha transaction. (Seo Mb. Mansgi 214
Television, Inc., v. Unitad States (19584) 239 F.Sump. 533; Oesterraich
v. Cormigsioncx of Internal kovenue (1955) 226 F.24 738 & Lornan 2.
Yan Voloonourcn (1967) S0, 152 »2=14 Momo TC). In thiose cascs, t.a
courts nave reiuded to view tic sale as taking place uron tne
exercisiag of the coption. Instead, the agreement is viewsd as
transferring the property at the date of the "option® subiject to
the condition sudbsequent of continued payments. 2ealistically,
the purcluaser iz cospelled o “oxorcise® his option and comploie
the transaction in order to retuin hias sizable invesiment. {(dze
generally, F-I Federal Taxss $11,333)

The courts, thouch are not actually applying relaticn
back. Rather, they ara recocnizing that fron its incention taae
agreamant was intondad by the parties as a sele of the properiy. -
Consermantly, the courts give elfsct to these intentions. Tals
problaem has arisea almost exclusively in the area of cladnmed ront

. Caductions Ly the lessee/purchaser. 1iIn denying these deductions

- for rsntal ravrents, tio courts have reasconsed that the pavnents
woere non-coductiblo carital ermaznditures spont as acjuisition costis.
Thaese conclusions rested on an analysis of the ultimate intentions
of the parties, as evidenced by the provisions of the lease agrooe-
rent and giving effect to tho circumstances ezisting at tiwe time the
agreenecat was executed., (P~H Federal Taxes %11,335). Ia cach casc
che court has concluded that the intentions were to in fact aavs

a lease with an option to purcihase or that the option was a sham

to rerrdt invalid rental deductions os part of a conditional sales
contract. (%ee the numerous cases cited in Pl Foderal Taxes
11,339 and 11,340). In tha forrer situation the courts <iva
sffact to the atated intentions and in the latter tha ccurts

give effect to the actual intentions. Bub in all cases tha

courts focus upon the intent at the date of the agroement.
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Econoxmic corzulsion naes bkean utilized only ia caseas
wiere the metilod of the transaction did not cormmort witu tace
actual iantentiona of the rarties. 1% iz & svocd used againse

Se taxe:lver wio atremmts Lo aisowise 2 conditional sa2l2 as a
lease wizhi an soedocn to ourchiasd.  %ae La29TY aa3 aot Licn eX-
tended to conglideration of sussecuent chancas in clrcumstaaces
sucih as iu our preseat case. Econonic comtulsien is used to
align the mathod ©f the transactica with tae actual iatentions
of the parties at tiie time tae agrecrunt was rade., It is not
cdesigrned to rcmedy 3ubscgquent chanacs, forasecen or not. 1Tie
purrese is onlv o prevent fraud through manipulation of the
purchase arrangerzat.,

Therefore, in this case, since there is no arqum:aut

that the parties intended to conter into a conditicaal sales
contract instsad of the voresent option agreement, econcxic com~

pulsion has no apmlicatican. lioreover, in tae event such an arqgu-

ment is subsequently raiseld, cconomic compulsion would still e
inapplicahlae, If a conditional sales coatract caxn be wrovea, no
guestion a3 to the date of chance in ownaership rerains. If the
parties fail to 3hcw suca a conultional sale, they are wack €O
tiie present circusstances. In Loth cases cconomic cozpulsion

is iwprcper.

Very truly yours,

- Glenn L. Pigby
Assistant Chief Counsel

GLR:jlh
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Eric F. Eisenlauer
Option to Lease

This is in reply to your memo to Richard Ochsner
in which you ask whether the Option to Lease (the "Option")
attached thereto created a taxable possessory interest as
of the date of the Optlon. The parties to the Option are
the = : " . (the "Optionor"),
and , o . s ¢« California General
Partnership, (the "Optionee”). The property subject to
the Option consists of approximately 24 acres of land adjacent
to the in -. The property
is currently improved with several old barns, a tack house,
an office and a single family residence. The Optionee entered
into the Option for the purpose of evaluating the feasibility
of developing the property and to obtain all required governmental
approvals for the development and construction of a proposed
conference center and office building, a commercial center,
condominiums, and single family residences before being
committed to a long term (50 year) ground lease. Since
the date of the execution of the Option on September-1,31983,
the Optioneeds initial proposed plans for development of
the property have been disapprovedihy the San Diego City
Council and the Optionee is currently in the process of
redesigning its plans and going back to the San Diego City
Council again to gain approval of the revised plans. 1If
the approvals cannot be obtained, the Optionee will not
exercise the Option and lease the property for the 50 year
term and will neverihave any rights of possession or use
of the property and will gain no economic benefit from the
Option or the property. If the Optionee exercises the Option
at a date prior to the end of its three year term, it will
be entitled to a refund of a pro rata portion ofthe Option
price, which amounts to $43,750 per month (see paragraph
2(a) of the Option). _

Possessory interests are defined by Revenue and
Taxation Code Section 107. The courts have held that in
determining whether a possessory interest in nontaxable,
publicly owned real property exists within the meaning of
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Section 107, the factors of exclusiveness, independence,
durability and private benefit must be weighed on a case-
by-case basis. Wells National Services Corporation v.
County of Santa Clara (1976) 54 Cal.App.3d 579, 583. Simil
Property Tax Rule 21(a) (18 Cal. Admin. Code § 21) provides
in relevant part that a

r

-~
al Ly

"['plossessory interest' means an interest
in real property which exists as a result
of possession, exclusive use, Oor a right
to possession or exclusive use of land
and/or improvements,..and which may exist

as the result of:

"(l) A grant of a leasehold estate...or any
other legal or equitable interest of less
than freehold, regardless of how the interest
is identified in the document by which it

was created, provided the grant confers a
right of possession or exclusive use which

is independent, durable, and exclusive of
rights held by others in the property."

Possession is defined by Rule 21(c) to mean: "(1l) Actual
possession, constituting the occupation of land or improvements
with the.intent..of:éxcluding -ahy:ocgupation by others that
interferes with the possessor's rights, or (2) constructive
possession, which occurs when a person although he is not
in actual possession of land or improvements, has a right
to possession and no person occupies the property in opposition
to such right.® The factor of exclusiveness or exclusive
use is defined by Rule 21(e) (18 Cal. Admin. Code § 21)
to mean "the enjoyment of a beneficial use of land or improvements,
together with the ability to exclude from occupancy by means
of legal process others who interfere with that enjoyment.”

Had the parties tanthe Option executed the lease
contemplated by the Option, there is no doubt that a taxable
possessory interest would have been created. Here, however,
the parties have executed only the Option. Typically, such
an instrument is merely an irrevocable offer to [lease]
certain property which remains open for a specified period
of time. Warner Brothers Pictures v. Brodel (1948) 31 Cal.2d
766. It iS essentially a sale of the right to enter into
a lease and normally no lease or rights to possession or
exclusive use come into existence until the right 1is exercised.
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A review of the Option in question indicates that that is
the case here. By 1its terms, the Option does not give the
Optionee any right to possession, exclusive use, or occupancy
of the property. To the contrary, paragraph 6(b) of the
Option states: "During the option period no demolition,
construction or development work may be performed on the
subject property except as permitted by paragraph 9...."
Paragraph 9 of the Option does grant the Optionee certain
limited rights of access to the property during the term
of the Option in order to "conduct surveys, soils tests
and such other planning work and feasibility studies as
may be necessary or desirable in connection with Optionee's
development on the ([plroperty"” and to construct a fence
and repair some of the existing improvements on the property.
The Optionee also may use an existing building on the property
as a project office, but only if it enters into a separate
lease for such use. This provision indicates that the parties
intended that the Optionee would not occupy, possess or
use the property unless a separate lease was entered into.
The rights given the Optionee under paragraph 9 of the
Option are typical of those given in any option to lease,
i.e., those of allowing a prospective lessee certain limited
access to property in order to facilitate a determination
of whether he wishes to lease the property. Without such
provisions, the Optionee's entry on the property could be
considered a trespass. Moreover, the terms of the Option
do not preclude the Optionor from enjoying its full rights
of possession of the property as owner. It, therefore,
does not appear that the Optionee has recieved a right of
possession or exclusive use of the subject proeprty within
the meaning of Property Tax Rule 21.

The concept of taxable possessory interests in
California developed from the concern that private parties
making valuable use of government lands with potentially
no tax liability would gain unfair advantage over persons
using private land who paid their full share of property
tax. See People v. Shearer (1866) 30 Cal. 645. The Optionee
has received no such benefit here. It is true that the
development and operation of the property as contemplated.
in the lease would constitute a valuable use of the property,
however, the Optionee does not have the right to develop
and operate the property unless and until it exercises the
Option. That will only occur if and when all government
approvals necessary for the development of the property
have been obtained.: ' '
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In a somewhat analogous situation, if the Option
were to purchase instead of lease, the Option would not
be treated as a disguised sales contract unless there was
economic compulsion to complete the transaction when the
Option was created (see LTA 80/147 dated October 7, 1980,
a copy of which is attached). It seems clear that no economic
compulsion could exist until the required governmental approvals
were obtained so that no disguised sales contract (and right
to beneficial use of the property) could be deemed to exist
before that time. For the same reasons, the Option here
should not be treated as a disguised lease.

Based on the foregoing analysis,'it is our opinion
that no taxable possessory interest was created by the Option.

EFE:fr
Attachment
cc: Mr. Gordon P. Adelman

Mr. Robert H. Gustafson
Legal Section



